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The IRS Mission

Provide America’s taxpayers top quality service by helping them
understand and meet their tax responsibilities and by applying
the tax law with integrity and fairness to all.

Introduction

The Internal Revenue Bulletin is the authoritative instrument of the
Commissioner of Internal Revenue for announcing official rul-
ings and procedures of the Internal Revenue Service and for pub-
lishing Treasury Decisions, Executive Orders, Tax Conventions,
legislation, court decisions, and other items of general inter-
est. It is published weekly and may be obtained from the Super-
intendent of Documents on a subscription basis. Bulletin contents
are consolidated semiannually into Cumulative Bulletins, which
are sold on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application of
the tax laws, including all rulings that supersede, revoke, modify,
or amend any of those previously published in the Bulletin. All pub-
lished rulings apply retroactively unless otherwise indicated. Pro-
cedures relating solely to matters of internal management are
not published; however, statements of internal practices and pro-
cedures that affect the rights and duties of taxpayers are pub-
lished.

Revenue rulings represent the conclusions of the Service on the
application of the law to the pivotal facts stated in the revenue
ruling. In those based on positions taken in rulings to taxpay-
ers or technical advice to Service field offices, identifying de-
tails and information of a confidential nature are deleted to prevent
unwarranted invasions of privacy and to comply with statutory
requirements.

Rulings and procedures reported in the Bulletin do not have the
force and effect of Treasury Department Regulations, but they
may be used as precedents. Unpublished rulings will not be re-
lied on, used, or cited as precedents by Service personnel in the
disposition of other cases. In applying published rulings and pro-
cedures, the effect of subsequent legislation, regulations, court

decisions, rulings, and procedures must be considered, and Ser-
vice personnel and others concerned are cautioned against reach-
ing the same conclusions in other cases unless the facts and
circumstances are substantially the same.

The Bulletin is divided into four parts as follows:

Part 1.—1986 Code.
This part includes rulings and decisions based on provisions of
the Internal Revenue Code of 1986.

Part Il.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A, Tax
Conventions and Other Related Items, and Subpart B, Legisla-
tion and Related Committee Reports.

Part lll.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to these sub-
jects are contained in the other Parts and Subparts. Also in-
cluded in this part are Bank Secrecy Act Administrative Rulings.
Bank Secrecy Act Administrative Rulings are issued by the De-
partment of the Treasury's Office of the Assistant Secretary (En-
forcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The first Bulletin for each month includes a cumulative index for
the matters published during the preceding months. These
monthly indexes are cumulated on a semiannual basis, and are
published in the first Bulletin of the succeeding semiannual pe-
riod, respectively.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.
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Part |. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 42.—Low-Income
Housing Credit

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for the
month of May 2003. See Rev. Rul. 2003-45, page
876.

Section 280G.—Golden
Parachute Payments

Federal short-term, mid-term, and long-term
rates are set forth for the month of May 2003. See
Rev. Rul. 200345, page 876.

Section 368.—Definitions
Relating to Corporate
Reorganizations

26 CFR 1.368-1: Purpose and scope of exception
of reorganization exchanges.

Demutualization. This ruling provides
guidance as to the tax consequences when,
as described in the specific facts presented,
amutual savings bank converts to a stock
savings bank and a holding company struc-
ture is created.

Rev. Rul. 2003-48

ISSUE

What are the tax consequences when, as
described in the facts below, a mutual sav-
ings bank converts to a stock savings bank?

FACTS

State Y Mutual Bank is a State Y mu-
tual savings bank engaged in banking and
banking related activities. State Y Mutual
Bank is regulated by State Y, and State Y
Mutua Bank’s deposits are insured by the
FDIC. A membership interest in State Y
Mutual Bank arises from the ownership of
a bank deposit account in State Y Mutual
Bank and is inextricably tied to the bank
deposit account from the time of deposit.
A membership interest in State Y Mutual
Bank entitles the member to vote for the
board of directors and to receive assets and
other consideration in the event of the lig-
uidation, dissolution, or winding up of State
Y Mutud Bank. The rights inherent in each
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membership interest are created by opera-
tion of StateY law solely as a result of the
member’s ownership of a bank deposit ac-
count in State Y Mutual Bank and cannot
be transferred separately from that bank de-
posit account. Further, if a bank deposit ac-
count is surrendered by the member, the
membership interest ceases to exist, hav-
ing no continuing value.

Mutual Holding Company is a State Y
mutua bank holding company. A member-
ship interest in Mutual Holding Company
arises from the ownership of a bank de-
posit account in a bank that is a direct or
indirect, wholly owned subsidiary of Mu-
tual Holding Company. Such a member-
ship interest is inextricably tied to the bank
deposit account from the time of deposit.
A membership interest in Mutual Hold-
ing Company entitles the member to vote
for the board of directors of Mutual Hold-
ing Company and to receive assets or other
consideration in the event of the liquida-
tion, dissolution, or winding up of Mu-
tual Holding Company. The rights inherent
in each membership interest are created by
operation of State Y law solely as a re-
sult of the member’s bank deposit account
and cannot be transferred separately from
that bank deposit account. Further, if a bank
deposit account is surrendered by the mem-
ber, the membership interest ceases to ex-
ist, having no continuing value.

Stock Holding Company is a State Y
stock company the articles of incorpora-
tion and by-laws of which authorize the is-
suance of capital stock. Stock Holding
Company has one class of voting stock out-
standing.

Transitory is atransitory State Y stock
savings bank.

Each transaction described below is un-
dertaken for a valid business purpose.

Situation 1. Pursuant to State Y law and
pursuant to an integrated business plan to
convert State Y Mutual Bank from a State
Y-chartered mutual savings bank to a State
Y-chartered stock savings bank and cre-
ate a holding company structure, the fol-
lowing events occur. State Y Mutua Bank
incorporates Mutual Holding Company for
the sole purpose of engaging in the fol-
lowing transactions. Mutual Holding Com-
pany initialy is organized in stock form.
Although Mutua Holding Company is tem-
porarily organized as a stock corporation
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solely due to regulatory requirements, the
parties intend at the time Mutual Holding
Company is organized that Mutual Hold-
ing Company will operate and function in
mutua form. In turn, Mutua Holding Com-
pany incorporates two wholly owned sub-
sidiaries, Stock Holding Company and
Transitory. Thereafter, the following events
occur subgtantially contemporaneoudy: State
Y Mutual Bank exchanges its State Y mu-
tual bank charter for a State Y stock sav-
ings bank charter (which permits the bank
to issue equity interests in the form of stock)
and changes its name to Stock Bank; Mu-
tual Holding Company cancels its outstand-
ing stock and exchanges its charter for a
State Y mutual holding company charter;
and Transitory merges with and into Stock
Bank with Stock Bank surviving as a
wholly owned subsidiary of Mutua Hold-
ing Company and State Y Mutual Bank's
members receiving Mutual Holding Com-
pany membership interests in place of their
former State Y Mutual Bank membership
interests. Mutual Holding Company then
transfers dl of its Stock Bank stock to Stock
Holding Company in exchange for voting
stock of Stock Holding Company. Pursu-
ant to the same plan, Stock Holding Com-
pany issues more than 20 percent but less
than 50 percent of its common stock to the
public in a qualified underwriting transac-
tion as defined in § 1.351-1(a)(3) (the
“Stock Offering”).

Under State Y law, Stock Bank’s cor-
porate existence as a stock savings bank is
a continuation of State Y Mutua Bank's
corporate existence as a mutual savings
bank.

Situation 2. The facts are the same asin
Situation 1, except that Stock Holding Com-
pany issues no more than 20 percent of its
common stock in the Stock Offering.

LAW

Section 351(a) provides that no gain or
loss will be recognized if property is trans-
ferred to a corporation by one or more per-
sons solely in exchange for stock in such
corporation and immediately after the ex-
change such person or persons are in con-
trol (as defined in §368(c)) of the
corporation.

Section 1.351-1(8)(3) of the Income Tax
Regulations provides that, for purposes of
§ 351, if a person acquires stock of a cor-
poration from an underwriter in exchange
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for cash in a qualified underwriting trans-
action, the person who acquires stock from
the underwriter is treated as transferring
cash directly to the corporation in exchange
for stock of the corporation and the under-
writer is disregarded. A qualified under-
writing transaction is a transaction in which
a corporation issues stock for cash in an un-
derwriting in which either the underwriter
is an agent of the corporation or the un-
derwriter’s ownership of the stock is tran-
sitory.

Section 354(a) provides that, in gen-
eral, no gain or loss shall be recognized if
stock or securities in a corporation a party
to areorganization are, in pursuance of the
plan of reorganization, exchanged solely for
stock or securities in such corporation or
in another corporation a party to the reor-
ganization.

Section 368(a)(1)(A) states that the term
“reorganization” means a statutory merger
or consolidation. Section 368(a)(2)(E) pro-
vides that a transaction otherwise qualify-
ing under 8§ 368(a)(1)(A) will not be
disqualified by reason of the fact that stock
of a corporation (the “controlling corpora-
tion”) that before the merger was in con-
trol of the merged corporation is used in the
transaction, if (1) after the transaction, the
corporation surviving the merger holds sub-
stantially all of its properties and of the
properties of the merged corporation (other
than stock of the controlling corporation dis-
tributed in the transaction), and (2) in the
transaction, former shareholders of the sur-
viving corporation exchanged, for an
amount of voting stock of the controlling
corporation, an amount of stock in the sur-
viving corporation that constitutes con-
trol of such corporation (the control-for-
voting-stock requirement).

Section 368(a)(1)(B) provides that the
term reorganization means the acquisition
by one corporation, in exchange solely for
all or a part of its voting stock (or in ex-
change solely for al or a part of the vot-
ing stock of a corporation which is in
control of the acquiring corporation), of
stock of another corporation if, immedi-
ately after the acquisition, the acquiring cor-
poration has control of such other
corporation (whether or not such acquir-
ing corporation had control immediately be-
fore the acquisition).

For purposes of 8§ 368(a)(1)(B) and
368(a)(2)(E), contral is defined in § 368(c).
Section 368(c) defines the term “control”
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to mean the ownership of stock possess-
ing at least 80 percent of the total com-
bined voting power of all classes of stock
entitled to vote and at least 80 percent of
the total number of shares of all other
classes of stock of the corporation.

Section 368(a)(1)(E) provides that the
term reorganization includes a recapital-
ization. In Helvering v. Southwest Con-
sol. Corp., 315 U.S. 194, 202 (1942), the
Supreme Court defined a recapitalization as
a “reshuffling of a capita structure within
the framework of an existing corporation.”

Section 368(a)(1)(F) provides that the
term reorganization means a mere change
in identity, form, or place of organization
of one corporation, however effected.

Section 368(a)(2)(C) states, in relevant
part, that a transaction otherwise qualify-
ing under 8 368(a)(1)(A) or 368(a)(1)(B)
will not be disqualified by reason of the fact
that part or all of the assets or stock which
were acquired in the transaction are trans-
ferred to a corporation controlled by the cor-
poration acquiring such assets or stock.

Section 1.368-2(k)(1) of the Income Tax
Regulations restates the general rule of
§368(a)(2)(C) but permits the assets or
stock acquired in certain types of reorga-
nizations, including reorganizations under
8§ 368(a)(1)(A) or (B), to be successively
transferred to one or more corporations con-
trolled (as defined in § 368(c)) in each trans-
fer by the transferor corporation without
disqualifying the reorganization. Addition-
ally, 8 1.368-2(k)(2) provides that a trans-
action qualifying under 88 368(a)(1)(A) and
368(a)(2)(E) is not disgualified by reason
of the fact that part or all of the stock of
the surviving corporation is transferred or
successively transferred to one or more cor-
porations controlled in each transfer by the
transferor corporation.

Generally, to qualify as a reorganiza-
tion under § 368(a)(1), a transaction must
satisfy the continuity of business enter-
prise (COBE) requirement. Section 1.368—
1(d)(2) provides that COBE requires the
issuing corporation (generally the acquir-
ing corporation) in a potential reorganiza-
tion to either continue the target
corporation’s historic business or use a sig-
nificant portion of the target’s historic busi-
ness assets in a business. Pursuant to
§1.368-1(d)(4)(i), the issuing corpora-
tion is treated as holding al of the busi-
nesses and assets of all members of its
qualified group. Section 1.368-1(d)(4)(ii)
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defines a qualified group as one or more
chains of corporations connected through
stock ownership with the issuing corpora-
tion, but only if the issuing corporation
owns directly stock meeting the require-
ments of 8 368(c) in at least one other cor-
poration, and stock meeting the
requirements of § 368(c) in each of the cor-
porations (except the issuing corporation)
is owned directly by one of the other cor-
porations. Continuity of business enter-
prise is not required for a recapitalization
to qualify as a reorganization under
8§ 368(a)(1)(E). See Rev. Rul. 82-34, 1982-1
C.B. 59.

Generally, to qualify as a reorganiza-
tion under § 368(a)(1), a transaction must
satisfy the continuity of interest require-
ment. Section 1.368-1(e)(1)(i) provides that
continuity of interest requires that in sub-
stance a substantial part of the value of the
proprietary interests in the target corpora-
tion be preserved in the reorganization. All
facts and circumstances must be consid-
ered in determining whether, in substance,
a proprietary interest in the target corpo-
ration is preserved. Continuity of interest
is not a requirement for reorganizations un-
der § 368(8)(1)(E). See Rev. Rul. 77415,
1977-2 C.B. 311

In Paulsen v. Commissioner, 469 U.S.
131 (1985), a state-chartered stock sav-
ings and loan association merged into a
federally-chartered non-stock mutual sav-
ings and loan association. The stockhold-
ers exchanged al of their stock in the state-
chartered stock savings and loan association
for passbook savings accounts and certifi-
cates of deposit in the federally-chartered
non-stock mutual savings and loan asso-
ciation. The Supreme Court determined that
the passbooks and certificates of deposit in
the federally-chartered non-stock mutual
savings and loan association had a pre-
dominantly cash-equivalent component and
an insubstantial equity component. Be-
cause the passhooks and certificates of de-
posit essentially represented cash with an
insubstantial equity component, the Court
held that the transaction did not satisfy the
continuity of interest requirement and, there-
fore, did not qualify as a tax-free reorga-
nization.

In Rev. Rul. 69-3, 1969-1 C.B. 103, X,
a mutual savings and loan association,
merged into Y, another mutual savings and
loan association. In the merger, Y issued to
each share account holder of X a share ac-
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count equal to the dollar amount evidenced
by such holder’'s passbook. Because the
share account holders of X received pro-
prietary interests in Y that were equiva-
lent to their equity interestsin X before the
exchange, the exchange was solely an
equity-for-equity exchange that satisfied the
continuity of interest requirement. Accord-
ingly, the Service ruled that the transac-
tion qualified as a tax-free reorganization
under § 368(a)(1)(A).

ANALYSIS

Situation 1. Because Stock Bank is a
continuation of State Y Mutua Bank un-
der State Y law, the conversion from State
Y Mutual Bank to Stock Bank qualifies as
a reorganization under 8§ 368(a)(1)(E) as
well as a reorganization under
8 368(a)(1)(F). Because Stock Bank is a
continuation of State Y Mutual Bank, tax
atributes of State Y Mutual Bank (such as
abad debt reserve maintained under § 585
and a suspended reserve described in
§593(g)(2)(A)(ii)) continue as tax attributes
of Stock Bank. Finaly, neither the subse-
quent transfer of Stock Bank stock to Stock
Holding Company nor the Stock Offering
prevents the conversion from qualifying as
a reorganization under § 368(a)(1)(E) as
well as a reorganization under
8§ 368(a)(1)(F). See §1.368-1(e)(1); Rev.
Rul. 96-29, 19961 C.B. 50; Rev. Rul. 77—
415, 1977-2 C.B. 311.

Because the status of Mutual Holding
Company as a stock holding company is
transitory, the conversion of Mutual Hold-
ing Company from a stock holding com-
pany to a mutual holding company is
disregarded.

Because the former owners of the bank
are in control (within the meaning of
§368(c)) of Mutua Holding Company, their
transfer of their equity interests in the bank
to Mutual Holding Company, in exchange
for membership interests in Mutual Hold-
ing Company, qualifies as a transfer de-
scribed in §351. Furthermore, that
transaction qualifies as a transfer described
in 8 351, even though Mutual Holding
Company transfers all of its Stock Bank
stock to Stock Holding Company. See Rev.
Rul. 77449, 1977-2 C.B. 110; Rev. Rul.
83-34, 1983-1 C.B. 79. However, the same
transaction (in which Transitory merges into
Stock Bank) does not qualify as a reorga-
nization either under 88 368(a)(1)(A) and
368(a)(2)(E) or under 8§ 368(a)(1)(B) be-
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cause at the end of the planned series of
transactions Stock Holding Company is not
a controlled corporation.

Finally, Mutual Holding Company’s con-
tribution of the stock of Stock Bank to
Stock Holding Company in exchange for
Stock Holding Company’s voting stock con-
stitutes a transfer described in § 351. The
subsequent Stock Offering by Stock Hold-
ing Company does not prevent the trans-
action from qualifying as a transfer
described in § 351 because the persons to
whom the stock is issued pursuant to the
Stock Offering, together with Mutual Hold-
ing Company, are transferors to Stock Hold-
ing Company under § 351. See § 1.351—
1(3)(3).

Situation 2. For the reasons described in
the analysis of Situation 1, the conver-
sion from State Y Mutual Bank to Stock
Bank qualifies as a reorganization under
§ 368(a)(1)(E) as well as a reorganization
under § 368(a)(1)(F). Because Stock Bank
is a continuation of State Y Mutual Bank,
tax attributes of State Y Mutua Bank (such
as a bad debt reserve maintained under
§ 585 and a suspended reserve described
in §593(g)(2)(A)(ii)) continue as tax at-
tributes of Stock Bank.

Because the status of Mutual Holding
Company as a stock holding company is
transitory, the conversion of Mutual Hold-
ing Company from a stock holding com-
pany to a mutual holding company is
disregarded.

For the reasons described in Situation 1,
the exchange by the former bank owners
of their equity interests in the bank for
membership interests in Mutual Holding
Company qualifies as a transfer described
in §351.

In addition, each of the membership in-
terests in State Y Mutual Bank and Mu-
tual Holding Company constitutes a
proprietary interest in the entities that is
treated as voting stock for federal income
tax purposes. See Rev. Rul. 69-3, 1969-1
C.B. 103. Because Mutual Holding Com-
pany acquires, in exchange solely for mem-
bership interests in Mutual Holding
Company, the actual stock of Stock Bank,
and, immediately after that acquisition Mu-
tual Holding Company controls Stock Bank,
that acquisition qualifies as a reorganiza-
tion under § 368(a)(1)(B), provided that the
continuity of business enterprise and con-
tinuity of interest requirements are satis-
fied. Because Stock Bank continues to

865

provide the same services as State Y Mu-
tual Bank after the transactions described
herein, the continuity of business enter-
prise requirement is satisfied. See § 1.368—
1(d)(D). In addition, the acquisition satisfies
the continuity of interest requirement be-
cause, in the overall transaction, the State
Y Mutual Bank members receive Mutual
Holding Company membership interestsin
place of their former Mutual Bank mem-
bership interests. See Rev. Rul. 69-3; cf.
Paulsen v. Commissioner, 469 U.S. 131
(2985). Thus, the acquisition qualifies as a
reorganization within the meaning of
§ 368(a)(1)(B). Moreover, neither the sub-
sequent transfer by Mutual Holding Com-
pany of Stock Bank stock to Stock Holding
Company nor the Stock Offering prevents
the acquisition from qualifying as a reor-
ganization under § 368(a)(1)(B). See
§368(a)(2)(C); § 1.368-1(d)(4)(i); 8 1.368—
2(Kk).

For purposes of § 354, the former State
Y Mutua Bank’s members exchange of
their ownership interests for Mutual Hold-
ing Company’ s membership interests is pur-
suant to that reorganization.

In addition, the merger of Trandtory into
Stock Bank qudlifies as a reorganization un-
der 88 368(a)(1)(A) and 368(a)(2)(E) be-
cause the owners of the bank exchanged,
for membership interests in Mutual Hold-
ing Company, an amount of stock in the
bank that constitutes control of Stock Bank.
Neither the subsequent transfer by Mu-
tual Holding Company of the Stock Bank
stock to Stock Holding Company nor the
Stock Offering (of no more than 20 per-
cent of the stock of Stock Holding Com-
pany) prevents the merger from so
qualifying. See § 1.368-2(k).

Furthermore, for the reasons described
in Situation 1, Mutual Holding Compa-
ny’s contribution of the stock of Stock Bank
to Stock Holding Company in exchange for
Stock Holding Company’s voting stock con-
stitutes a transfer described in 8§ 351.

The analyses in Situations 1 and 2, in
general, would also apply if State Y Mu-
tual Bank and Stock Bank were incorpo-
rated in different jurisdictions. However, in
that case, the conversion would not qualify
as a reorganization under § 368(a)(1)(E), but
would qualify as a reorganization under
§ 368(a)(1)(F). In a reorganization under
8§ 368(a)(1)(F), Stock Bank takes into ac-
count the items of State Y Mutual Bank as
provided in § 381.
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HOLDING

This revenue ruling describes the tax
consequences that occur when, as described
in the facts set forth in this ruling, a mu-
tual savings bank converts to a stock sav-
ings bank.

DRAFTING INFORMATION

The principal authors of this revenue rul-
ing are Jeffrey B. Fienberg and Emidio J.
Forlini, Jr., of the Office of Associate Chief
Counsel (Corporate). For further informa-
tion regarding this revenue ruling, con-
tact either Mr. Fienberg or Mr. Forlini at
(202) 622—7930 (not a toll-free call).

Section 382.—Limitation on
Net Operating Loss
Carryforwards and Certain
Built-In Losses Following
Ownership Change

The adjusted applicable federal long-term rate
is set forth for the month of May 2003. See Rev.
Rul. 200345, page 876.

Section 412.—Minimum
Funding Standards

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for the
month of May 2003. See Rev. Rul. 2003-45, page
876.

Section 457.—Deferred
Compensation Plans of State
and Local Governments and
Tax Exempt Organizations

Length of service award plan. Thisrul-
ing provides an example to eligible em-
ployers of atype of length-of-service award
program (LOSAP) that would qualify as a
valid LOSAP plan described in section
457(e)(11)(A)(ii) of the Code.

Rev. Rul. 2003-47
ISSUES:

(2) Is the plan described below a length
of service award plan described in
§ 457(e)(11)(A)(ii) of the Internal Rev-
enue Code?
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(2) When are benefits under the plan in-
cludible in gross income?

(3) Are benefits paid under the plan
wages for purposes of FICA taxes?

FACTS

Pursuant to State S law, the County C
Fire Department has adopted a written plan
(the “Plan”) to implement County C's vol-
unteer fire fighters' and rescue squad work-
ers service award program. County C and
its fire department intend the Plan to be a
length of service award plan described in
8§ 457(e)(11)(A)(ii). The County C Fire De-
partment is an agency or instrumentality of
County C which is an eligible employer
within the meaning of § 457(e)(1) and main-
tains the plan. The County C Fire Depart-
ment employs both professional and
volunteer fire fighters.

The Plan has been established for the
benefit of long-term bona fide volunteers
who perform fire fighting, prevention, and
rescue squad services for the fire depart-
ment, including related essential services,
such as services performed by dispatch-
ers, mechanics, ambulance drivers, and cer-
tified instructors. The Plan provides length
of service awards to participating volun-
teers in recognition of their volunteer ser-
vices to the fire department.

The Plan provides that benefits are only
provided to a volunteer who does not re-
ceive compensation from the department for
performing fire fighting and prevention ser-
vices, emergency medical and ambulance
sarvices, and related essential services, other
than reimbursement for (or reasonable al-
lowance for) reasonable expenses incurred
in the performance of such services, or rea
sonable benefits (including length of ser-
vice awards) and nominal fees for such
services, customarily paid by the depart-
ment in connection with the performance
of such services by volunteers.

Under the Plan, a bookkeeping account
is established for each participating volun-
teer and, when a participating volunteer sat-
isfies the Plan’'s age and service
requirements for distribution of benefits, the
volunteer automatically receives the bal-
ance of the volunteer’s account, payable in
60 monthly installments beginning on the
tenth day of the first month following the
month in which the requirements are sat-
isfied. If a participating volunteer dies prior
to satisfying the Plan’s age and service re-
quirements, the balance of the volunteer’s
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account is paid to the volunteer’s benefi-
ciary in a single sum within 60 days after
the date of the volunteer’s death. If a par-
ticipating volunteer dies after payments un-
der the Plan have commenced, but before
receiving dl monthly installments under the
Plan, the balance of the volunteer’s ac-
count is paid to the volunteer’s benefi-
ciary for the remainder of the 60 monthly
installments.

Under the Plan, County C and its fire de-
partment each periodically provide cred-
its to the accounts of participating
volunteers. Each account is also credited
with deemed earnings in accordance with
the Plan and State S law. The deemed earn-
ings are based on an index that does not ex-
ceed a rate of return on a predetermined
actua investment or a reasonable rate of re-
turn, as defined under § 31.3121(v)(2)—
1(d)(2)(i) of the regulations. The Plan
provides that the combined amount cred-
ited to any account with respect to any par-
ticipating volunteer, other than deemed
earnings, cannot exceed $3,000 for any year
of service credit.

The Plan provides that al amounts cred-
ited to the bookkeeping accounts, and all
deemed earnings attributable to such
amounts, remain solely the property of
County C and its fire department, and, un-
til paid or made available to a participant
or beneficiary, are subject to the claims of
County C’'s and the fire department’s gen-
era creditors. The Plan also provides that
a participating volunteer (or beneficiary) has
only an unsecured right to an award un-
der the Plan. The rights of a participating
volunteer (or beneficiary) to an award un-
der the Plan cannot be assigned and are
nontransferable. If a participating volun-
teer ceases to provide services to the fire
department prior to satisfying the Plan’s age
and service requirements for distribution of
benefits (other than by reason of the vol-
unteer’s death or disability), the volun-
teer’ s rights to an award under the Plan are
forfeited and County C and its fire depart-
ment cease to have any liability regard-
ing the volunteer’s account.

LAW AND ANALY SIS

Section 451(a) and 8§ 1.451-1(a) pro-
vide that generally an item of gross in-
come isincludible in gross income for the
taxable year in which it is actually or con-
structively received by a cash basis tax-
payer. Section 1.451-2(a) provides that
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income is congtructively received in the tax-
able year during which it is credited to the
taxpayer’s account, set apart, or other-
wise made available so that the taxpayer
may draw on it at any time. However, in-
come is not constructively received if the
taxpayer’s control of its receipt is subject
to substantial limitations or restrictions.

Rev. Rul. 60-31, 1960-1 C.B. 174, holds
that a mere promise by the service recipi-
ent to pay the service provider, not repre-
sented by notes or secured in any way, does
not congtitute receipt of income within the
meaning of the cash receipts and disburse-
ments method of accounting. See also, Rev.
Rul. 69-650, 1969-2 C.B. 106, and Rev.
Rul. 69-649, 1969-2 C.B. 106.

Section 457 governs the taxation of de-
ferred compensation plans of eligible em-
ployers. The term “eligible employer” is
defined in § 457(¢)(1) as a state, politica
subdivision of a state, and any agency or
instrumentality of a state or political sub-
division of a state, and any other organi-
zation (other than a governmental unit)
exempt from tax under subtitle A of the
Code. Deferred compensation plans main-
tained by eligible employers to which § 457
applies are either eligible plans or ineli-
gible plans. An “€ligible deferred compen-
sation plan,” as defined in § 457(b), must,
among other things, provide that the maxi-
mum amount which may be deferred un-
der the plan for a taxable year will not
exceed the lesser of the applicable dollar
amount ($12,000 in 2003) or 100 percent
of the participant’s includible compensa-
tion. Section 457(a)(1) provides that com-
pensation (and income attributable to such
compensation) deferred under an digible de-
ferred compensation plan maintained by a
political subdivision of a State is includ-
ible in a participant’s gross income in the
taxable year in which the compensation (and
income attributable to such compensa-
tion) is paid to the participant.

Section 457(f)(1)(A) provides that gen-
erally if aplan of an eligible employer pro-
viding for a deferral of compensation is not
an eligible deferred compensation plan,
compensation deferred under such plan is
included in the participant’s gross income
for the first taxable year in which there is
no substantial risk of forfeiture of the rights
to such compensation.

Section 457(e)(11)(A)(ii) provides that
a plan paying solely length of service
awards to bona fide volunteers or their ben-
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eficiaries on account of qualified services
performed by such volunteers is treated as
not providing for the deferral of compen-
sation under § 457. Section 457(e)(11)(C)
defines quaified services as fire fighting and
prevention services, emergency medical ser-
vices, and ambulance services.

Section 457(e)(11)(B) provides special
rules gpplicable to a length of service award
plan. Section 457(e)(11)(B)(i) defines a
bona fide volunteer to include only per-
sons whose only compensation received for
performing qualified services are reim-
bursements for (or reasonable allowances
for) reasonable expenses incurred in per-
forming such services or reasonable ben-
efits (including length of service awards)
and nominal fees for such services, cus-
tomarily paid by eligible employersin con-
nection with the performance of such
services by volunteers.

Section 457(e)(11)(B)(ii) provides that
alength of service award plan may not pro-
vide for an aggregate amount of length of
service awards exceeding $3,000 accru-
ing with respect to any year of service by
any volunteer.

Section 3121(a)(5)(1) provides that any
payment made to, or on behalf of, an em-
ployee or his or her beneficiary under a plan
described in § 457(e)(11)(A)(ii) and main-
tained by an eligible employer, as defined
in 8§ 457(e)(1), is not treated as “wages’ for
purposes of Federal Insurance Contribu-
tions Act (FICA) taxes.

The Plan established by County C and
its fire department satisfies the require-
ments of § 457(e)(11)(A)(ii). The Plan ap-
plies only to volunteers who provide
qualified services, i.e, fire fighting and pre-
vention services, emergency medical ser-
vices, ambulance services, or other related
essential services in compliance with
§ 457(e)(11)(C). The Plan also satisfies
§457(e)(12)(B)(i) by limiting eligible vol-
unteers to persons who receive reimburse-
ments, reasonable expenses, nominal fees,
or reasonable benefits customarily paid by
eligible employers in connection with the
performance of qualified services by vol-
unteers. Finally, the Plan satisfies
8 457(e)(11)(B)(ii) by limiting the aggre-
gate amount of awards for any year of ser-
vice to $3,000.

Since the Plan qualifies as a length of
service award plan under § 457(e)(11)
(A)(ii), neither § 457(a) nor § 457(f) ap-
ply to benefits under the Plan. Instead,
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amounts distributable under the Plan are in-
cludible in gross income under § 451 and
the regulations thereunder, when paid or
made available without substantial limita-
tion or restriction.

In addition, since the Plan qualifies as
a length of service award plan under
8 457(e)(11)(A)(ii) maintained by an eli-
gible employer (as defined in § 457(e)(1)),
§ 3121(a)(5)(1) provides that any payment
made to, or on behalf of, a volunteer or his
or her beneficiary under the Plan is not
treated as “wages’ for purposes of deter-
mining if FICA taxes apply to such pay-
ment.

HOLDINGS

(1) County C's Plan is a length of ser-
vice award plan described in § 457(€)(11)
(A)(ii). The Plan, therefore, is not subject
to § 457(a) or § 457(f).

(2) An award under the Plan is includ-
ible in a cash basis recipient’s gross in-
come under 8§ 451 and the regulations
thereunder, in the taxable year when paid
or made available without substantial limi-
tation or restriction.

(3) Awards paid under the Plan are not
wages for purposes of FICA taxes.

DRAFTING INFORMATION

The principa author of this revenue rul-
ing is John Tolleris of the Office of Divi-
sion Counsel/Associate Chief Counsdl (Tax
Exempt and Government Entities). For fur-
ther information regarding this revenue rul-
ing, contact John Tolleris at (202) 622—
6060 (not a toll-free call).

Section 467.—Certain
Payments for the Use of
Property or Services

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for the
month of May 2003. See Rev. Rul. 200345, page
876.

Section 468.—Special Rules
for Mining and Solid Waste
Reclamation and Closing
Costs

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for the
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month of May 2003. See Rev. Rul. 2003-45, page
876.

Section 482.—Allocation of
Income and Deductions
Among Taxpayers

Federal short-term, mid-term, and long-term
rates are set forth for the month of May 2003. See
Rev. Rul. 200345, page 876.

Section 483.—Interest on
Certain Deferred Payments

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for the
month of May 2003. See Rev. Rul. 2003-45, page
876.

Section 642.—Special Rules
for Credits and Deductions

Federal short-term, mid-term, and long-term
rates are set forth for the month of May 2003. See
Rev. Rul. 200345, page 876.

Section 807.—Rules for
Certain Reserves

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for the
month of May 2003. See Rev. Rul. 2003-45, page
876.

Section 846.—Discounted
Unpaid Losses Defined

The adjusted applicable federal short-term,
mid-term, and long-term rates are set forth for the
month of May 2003. See Rev. Rul. 2003-45, page
876.

* Together with No. 01-1382, United States v. Boeing Sales Corp. et al.,

May 12, 2003

Section 861.—Income From
Sources Within the United
States

Ct. D. 2077

SUPREME COURT OF THE
UNITED STATES

No. 01-1209 (2003)
BOEING CO., ET AL.

V.
UNITED STATES

CERTIORARI TO THE
UNITED STATES COURT OF
APPEALS FOR
THE NINTH CIRCUIT

March 4, 2003*
Syllabus

Under a 1971 statute providing special
tax treatment for export sales made by an
American manufacturer through a subsid-
iary that qualified as a “domestic interna-
tional sales corporation” (DISC), no tax is
payable on the DISC's retained income un-
til it is distributed. See 26 U.S.C. Secs. 991—
997. The statute thus provides an incentive
to maximize the DISC's share — and to
minimize the parent’s share — of the par-
ties aggregate income from export sales.
The statute provides three aternative ways
for a parent to divert a limited portion of
its income to the DISC. See Sec. 994(a)(1)—
(3). The alternative that The Boeing Com-
pany chose limited the DISC's taxable
income to a little over half of the parties
“combined taxable income” (CTI). In 1984,
the “foreign sales corporation” (FSC) pro-
visions replaced the DISC provisions. As
under the DISC regime, it is in the par-
ent’s interest to maximize the FSC's share
of the taxable income generated by ex-
port sales. Because most of the differences
between these regimes are immateria to this
suit, the Court’s analysis focuses mainly on
the DISC provisions. The Treasury Regu-
lation at issue, 26 CFR Sec. 1.861-8(€)(3)
(1979), governs the accounting for research
and development (R&D) expenses when a
taxpayer elects to take a current deduc-
tion, telling the taxpaying parent and its
DISC “what” must be treated as a cost
when calculating CTI, and “how” those
costs should be (a) allocated among dif-

also on certiorari to the same court.
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ferent products and (b) apportioned be-
tween the DISC and its parent. With respect
to the “what” question, the regulation in-
cludes alist of Standard Industrial Classi-
fication (SIC) categories (e.g., trangportation
equipment) and requires that R& D for any
product within the same category as the ex-
ported product be taken into account. The
regulations use gross receipts from sales as
the basis for both “how” questions. Boe-
ing organized its internal operations along
product lines (e.g., aircraft model 767) for
management and accounting purposes, each
of which constituted a separate “ program”
within the organization; and $3.6 billion of
its R&D expenses were spent on “Com-
pany Sponsored Product Development,” i.e,
product-specific research. Boeing's accoun-
tants treated all Company Sponsored costs
as directly related to a single program and
unrelated to any other program. Because
nearly half of the Company Sponsored
R&D at issue was allocated to programs
that had no sales in the year in which the
research was conducted, that amount was
deducted by Boeing currently in calculat-
ing its taxable income for the years at is-
sue, but never affected the calculation of the
CTI derived by Boeing and its DISC from
export sales. The Internal Revenue Ser-
vice reallocated Boeing's Company Spon-
sored R&D costs for 1979 to 1987, thereby
decreasing the untaxed profits of its ex-
port subsidiaries and increasing its tax-
able profits on export sales. After paying
the additional taxes, Boeing filed this re-
fund suit. In granting Boeing summary
judgment, the District Court found Sec.
1.861-8(¢)(3) invalid, reasoning that its cat-
egorical treatment of R&D conflicted with
congressional intent that there be a direct
relationship between items of gross in-
come and expenses related thereto, and with
a specific DISC regulation giving the tax-
payer the right to group and allocate in-
come and costs by product or product line.
The Ninth Circuit reversed.

Held: section 1.861-8(€)(3) is a proper
exercise of the Secretary of the Treasury’s
rulemaking authority. Pp. 8-19.

(a) The relevant statutory text does not
support Boeing's argument that the stat-
ute and certain regulations give it an un-
qualified right to allocate its Company
Sponsored R& D expenses to the specific
products to which they are factually
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related and to exclude such R&D from
treatment as a cost of any other product.
The method that Boeing chose to deter-
mine an export sale’'s transfer price al-
lowed the DISC “to derive taxable income
atributable to [an export sal€] in an amount
which does not exceed . . . 50 percent of
the combined taxable income of [the DISC
and the parent] which is attributable to the
qualified export receipts on such property
derived as the result of a sale by the DISC
plus 10 percent of the export promotion ex-
penses of such DISC attributable to such
receipts. . ..” 26 U.S.C. Sec. 994(a)(2) (em-
phasis added).

The statute does not define “combined
taxable income” or specifically mention
R&D expenditures. The Secretary’s regu-
lation must be treated with deference, see
Cottage Savings Assn. v. Commissioner, 499
U.S. 554, 560-561, but the statute places
some limits on the Secretary’s interpre-
tive authority. First, “does not exceed”
places an upper limit on the share of the ex-
port profits that can be assigned to aDISC
and gives three methods of setting the trans-
fer price. Second, “combined taxable in-
come” makes it clear that the domestic
parent’s taxable income is a part of the CTI
equation. Third, “attributable” limits the por-
tion of the domestic parent’s taxable in-
come that can be treated as a part of the
CTI. The Secretary’s classification of al
R&D as an indirect cost of all export sales
of products in a broadly defined SIC cat-
egory is not arbitrary. It provides consis-
tent treatment for cost items used in
computing the taxpayer’s domestic tax-
able income and CTI, and its alocation of
R&D expenditures to all products in a cat-
egory even when specifically intended to
improve only one or afew of those prod-
ucts is no more tenuous than the alloca-
tion of a chief executive officer’s salary to
every product that a company sells, even
when he devotes virtually all of histimeto

the development of the Edsel. Reading Sec.
994 in light of Sec. 861, the more gen-
eral provision dealing with the distinction
between domestic and foreign source in-
come, does not support Boeing's contrary
view. If the Secretary reasonably deter-
mines that Company Sponsored R&D can
be properly apportioned on a categorical ba
sis, the portion of Sec. 861(b) that de-
ducts from gross income “a ratable part of
any expenses . . . which cannot definitely
be allocated to some item or class of gross
income” is inapplicable. Pp. 8-13.

(b) Boeing's arguments based on spe-
cific DISC regulations are also unavail-
ing. Language in 26 CFR Sec. 1.994—
1(c)(6)(iii), part of the rule describing CTI
computation, does not prohibit a ratable a-
location of R&D expenditures that can be
“definitely related” to particular export sdes.
Whether such an expense can be “defi-
nitely related” is determined by the rules
set forth in the very rule that Boeing chal-
lenges, Sec. 1.861-8. Moreover, the Sec-
retary could reasonably determine that
expenditures on model 767 research con-
ducted in years before any 767's were sold
were not “definitely related” to any sales,
but should be treated as an indirect cost of
producing the gross income derived from
the sale of all planes in the transportation
equipment category. Nor do Secs. 1.994—
1(c)(7)(i) and (ii)(a), which control group-
ing of transactions for determining the
transfer price of sales of export property,
and Sec. 1.994-1(c)(6)(iv), which gov-
erns the grouping of receipts when the CTI
method is used, speak to the questions
whether or how research costs should be a-
located and apportioned. Pp. 13-17.

(c) What little relevant legisative his-
tory thereisin this suit weighs in the Gov-
ernment’s favor. Pp. 18-19.

258 F.3d 958, affirmed.

STEVENS, J., delivered the opinion of
the Court, in which REHNQUI ST, C.J,, and

O'CONNOR, KENNEDY, SOUTER,
GINSBURG, and BREYER, JJ., joined.
THOMAS, J, filed a dissenting opinion, in
which SCALIA, J., joined.

SUPREME COURT OF THE
UNITED STATES

Nos. 01-1209 and 01-1382

THE BOEING COMPANY
AND CONSOLIDATED
SUBSIDIARIES PETITIONERS v.
UNITED STATES — 01-1209

UNITED STATES PETITIONER wv.
BOEING SALES CORPORATION
ET AL. — 01-1382

ON WRITS OF CERTIORARI TO THE
UNITED STATES COURT OF
APPEALS
FOR THE NINTH CIRCUIT

March 4, 2003

JUSTICE STEVENS delivered the opin-
ion of the Court.

This suit concerns tax provisions en-
acted by Congress in 1971 to provide in-
centives for domestic manufacturers to
increase their exports and in 1984 to limit
and modify those incentives. The specific
question presented involves the interpre-
tation of a Treasury Regulation (26 CFR
Sec. 1.861-8(€)(3) (1979)) promulgated in
1977 that governs the accounting for re-
search and development (R&D) expenses
under both statutory schemes.* We shall ex-
plain the genera outlines of the two stat-
utes before we focus on that regulation.

The 1971 statute provided special tax
treatment for export sales made by an
American manufacturer through a subsid-
iary that qualified as a “domestic interna-
tional sdles corporation” (DISC).? The DISC
itself is not a taxpayer; a portion of itsin-
come is deemed to have been distributed

1 In 1996, the provisions of 26 CFR Sec. 1.861-8 were amended, renumbered, and republished as 26 CFR Sec. 1.861-17. See 26 CFR Sec. 1.861-17 (2002); see also 60 Fed. Reg. 66503 (1995).

2To qualify as a DISC, at least 95 percent of a corporation’s gross receipts must arise from qualified export receipts. See 26 U.S.C. Sec. 992(a)(1)(A). In addition, at least 95 percent of the corporation’s assets must be

export related. See Sec. 992(a)(1)(B).
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to its shareholders, and the shareholders
must pay taxes on that portion, but no tax
is payable on the DISC' s retained income
until it is actualy distributed. See 26 U.S.C.
Secs. 991-997. Typically, “a DISC is a
wholly owned subsidiary of a U.S. corpo-
ration.” 1 Senate Finance Committee, Defi-
cit Reduction Act of 1984, 98th Cong., p.
630, n. 1 (Comm. Print 1984) (hereinaf-
ter Committee Print). The statute thus pro-
vides an incentive to maximize the DISC's
share — and to minimize the parent’s share
— of the parties’ aggregate income from
export sales.

The DISC statute does not, however, d-
low the parent ssimply to assign all of the
profits on its export sales to the DISC.
Rather, “to avoid granting undue tax ad-
vantages,”® the statute provides three al-
ternative ways in which the parties may
divert alimited portion of taxable income
from the parent to the DISC. See 26 U.S.C.
Secs. 994(a)(1)—(3). Each of the alterna
tives assumes that the parent has sold the
product to the DISC at a hypothetical
“transfer price” that produced a profit for
both sdller and buyer when the product was
resold to the foreign customer. The alter-
native used by Boeing in this suit limited
the DISC' s taxable income to alittle over
half of the parties' “combined taxable in-
come” (CTI).4

Soon &fter its enactment, the DISC stat-
ute became “the subject of an ongoing dis-
pute between the United States and certain
other signatories of the General Agree-
ment on Tariffs and Trade (GATT)” re-
garding whether the DISC provisions were
impermissible subsidies that violated our
treaty obligations. Committee Print 634. “To
remove the DISC as a contentious issue and
to avoid further disputes over retaliation, the
United States made a commitment to the
GATT Council on October 1, 1982, to pro-
pose legidation that would address the con-
cerns of other GATT members.” Id. at 634—

3S. Rep. No. 92-437, p. 13 (1971) (hereinafter S. Rep.).

635. This ultimately resulted in the
replacement of the DISC provisionsin 1984
with the “foreign sales corporation” (FSC)
provisions of the Code. See Deficit Re-
duction Act of 1984, Pub. L. 98-369, Secs.
801-805, 98 Stat. 985.°

Unlike aDISC, an FSC is aforeign cor-
poration, and a portion of its income is tax-
able by the United States. Seeibid.; see dso
B. Bittker & J. Eustice, Federal Income
Taxation of Corporations and Sharehold-
ers 717.14 (5th ed. 1987). Whereas a por-
tion of a DISC’s income was tax deferred,
aportion of an FSC's income is exempted
from taxation. Compare 26 U.S.C. Secs.
991997 with 26 U.S.C. Secs. 921, 923
(1988 ed.). Hence, under the FSC regime,
as under the DISC regime, it isin the par-
ent’s interest to maximize the FSC's share
of the taxable income generated by ex-
port sales. Because the differences be-
tween the DISC and FSC regimes for the
most part are immaterial to this suit, the
analysis in this opinion will focus mainly
on the DISC provisions.®

The Internal Revenue Code gives the
taxpayer an election either to capitalize and
amortize the costs of R&D over a period
of years or to deduct such expenses cur-
rently. See 26 U.S.C. Sec. 174. The regu-
lation at issue here, 26 CFR Sec. 1.861—
8(e)(3) (1979), deals with R&D
expenditures for which the taxpayer has
taken a current deduction. It tells the tax-
paying parent and its DISC “what” must be
treated as a cost when calculating CTI, and
“how” those costs should be (a) allocated
among different products and (b) appor-
tioned between the DISC and its parent.’

With respect to the “what” question, the
Treasury might have adopted a broad ap-
proach defining the relevant R&D as in-
cluding al of the parent’s products, or, a
narrow gpproach defining the relevant R& D
as al R&D directly related to a particular
product being exported. Instead, the regu-

lation includes a list of two-digit Stan-
dard Industrial Classification (SIC)
categories (examples are “chemicas and a-
lied products’ and “transportation equip-
ment”), and it requires that R&D for any
product within the same category as the ex-
ported product be taken into account.® See
ibid. The regulation explains that R& D on
any product “is an inherently speculative ac-
tivity” that sometimes contributes unex-
pected benefits on other products, and “that
the gross income derived from successful
research and development must bear the
cost of unsuccessful research and devel-
opment.” bid.

With respect to the two “how” ques-
tions, the regulations use gross receipts from
sales as the basis both for allocating the
costs among the products within the broad
R&D categories and also for apportion-
ing those costs between the parent and the
DISC. Thus, if the exported product con-
stitutes 20 percent of the parties' total sales
of al products within an R&D category, 20
percent of the R&D cost is alocated to that
product. And if export sales represent 70
percent of the total sales of that product, 70
percent of that amount, or 14 percent of the
R&D, is apportioned to the DISC.

Petitioners (and cross-respondents) are
The Boeing Company and subsidiaries that
include a DISC and an FSC. For over 40
years, Boeing has been a world leader in
commercial aircraft development and a ma-
jor exporter of commercia aircraft. Dur-
ing the period at issue in thislitigation, the
dollar volume of its sales amounted to about
$64 billion, 67 percent of which were
DISC-dligible export sales. The amount that
Boeing spent on R&D during that period
amounted to approximately $4.6 billion.

During the tax years at issue here, Boe-
ing organized its internal operations along

4To be more precise, it allowed the DISC “to derive taxable income attributable to [an export sal€] in an amount which does not exceed . . . 50 percent of the combined taxable income of [the DISC and the parent]
plus 10 percent of the export promotion expenses of such DISC attributable to such receipts. . . . 26 U.S.C. Sec. 994(a)(2).

A hypothetical example in both the House and Senate Committee Reports illustrated the computation of a transfer price of $816 based on a DISC's selling price of $1,000 and the parent’s cost of goods sold of $650.
The gross margin of $350 was reduced by $180 (including the DISC’s promotion expenses of $90, the parent’s directly related selling and administrative expenses of $60, and the parent’s prorated indirect expenses of
$30), to produce a CTI of $170. Half of that amount ($85) plus 10 percent of the DISC's promotion expenses ($9) gave the DISC its allowable taxable income of $94, leaving only $76 of income immediately taxable
to the parent. The $184 aggregate of the two amounts attributed to the DISC (promotion expenses of $90 plus its $94 share of CTI) subtracted from the $1,000 gross receipt produced the “transfer price” of $3816. See
S. Rep. at 108, n. 7; H.R. Rep. No. 92-533, p. 74, n. 7 (1971) (hereinafter H.R. Rep.).

51n 2000, Congress repealed and replaced the FSC provisions with the “extraterritorial income” exclusion of 26 U.S.C. Sec. 114.

6 Two aspects of the 1984 statute that do have special significance to this suit are discussed in Part 1V, infra.

7 Treasury Regulation Sec. 1.861-8 (1979) also specifies how other specific items of expense should be treated. See, e.g., 26 CFR Sec. 1.861-8(e)(2) (1979) (interest fees); Sec. 1.861-8(€)(5) (legal and accounting fees);

Sec. 1.861-8(e)(6) (income taxes).

8The original regulation used two-digit SIC categories. See Sec. 1.861-8(e)(3). The current regulation uses narrower three-digit SIC categories, See 26 CFR Sec. 1.861-17(a)(2)(ii) (2002), but the change is not relevant

to this suit.
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product lines (e.g., aircraft models 727, 737,
747, 757, 767) for management and ac-
counting purposes, each of which consti-
tuted a separate “program” within the
Boeing organization. For those purposes, it
divided its R&D expenses into two broad
categories: “Blue Sky” and “Company
Sponsored Product Development.” The
former includes the cost of broad-based re-
search aimed at generally advancing the
state of aviation technology and develop-
ing alternative designs of new commer-
cial planes. The latter includes product-
specific research pertaining to a specific
program after the board of directors has
given its approval for the production of a
new model. With respect to its $1 billion
of “Blue Sky” R&D, Boeing's account-
ing was essentialy consistent with 26 CFR
Sec. 1.861-8(e)(3) (1979).° Its method of
accounting for $3.6 billion of “Company
Sponsored” R&D gave rise to this litiga-
tion.

Boeing's accountants treated all of the
Company Sponsored research costs as di-
rectly related to a single program, and as
totaly unrelated to any other program. Thus,
for DISC purposes, the cost of Company
Sponsored R&D directly related to the 767
model, for example, had no effect on the
calculation of the “combined taxable in-
come” produced by export sales of any
other models. Moreover, because immense
Company Sponsored research costs were
routinely incurred while a particular model
was being completed and before any sales
of that model occurred, those costs effec-
tively “disappeared” in the calculation of
the CTI even for the model to which the
R&D was most directly related.’® Almost
half of the $3.6 hillion of Company Spon-
sored R&D at issue in this suit was alo-
cated to programs that had no sales in the
year in which the research was conducted.
That amount (approximately $1.75 bil-
lion) was deducted by Boeing currently in
the cdculation of its taxable income for the
years at issue, but never affected the cal-
culation of the CTI derived by Boeing and
its DISC from export sales.

Pursuant to an audit, the Internal Rev-
enue Service reallocated Boeing's Com-
pany Sponsored R&D costs for the years

1979 to 1987, thereby decreasing the un-
taxed profits of its export subsidiaries and
increasing the parent’s taxable profits from
export saes. Boeing paid the additional tax
obligation of $419 million and filed this suit
seeking a refund. Relying on the decision
of the Eighth Circuit in &. Jude Medical,
Inc. v. Commissioner, 34 F.3d 1394 (1994),
the District Court entered summary judg-
ment in favor of Boeing. It held that 26
CFR Sec. 1.861-8(e)(3) (1979) is invalid
as applied to DISC and FSC transactions
because the regulation’s categorical treat-
ment of R&D conflicted with congres-
sional intent that there be a “direct”
relationship between items of gross in-
come and expenses “related thereto,” and
with a specific DISC regulation giving the
taxpayer the right to group and alocate in-
come and costs by product or product line.
The Court of Appeals for the Ninth Cir-
cuit reversed, 258 F.3d 958 (2001), and we
granted certiorari to resolve the conflict be-
tween the Circuits, 535 U.S. 1094 (2002).
We now affirm.

Section 861 of the Internal Revenue
Code distinguishes between United States
and foreign source income for several dif-
ferent purposes. See 26 U.S.C. Sec. 861.
The regulation at issue in this suit, 26 CFR
Sec. 1.861-8(e)(3) (1979), was promul-
gated pursuant to that general statute. Sepa-
rate regulations promulgated under the
DISC datute, 26 U.S.C. Secs. 991-997, in-
corporate 26 CFR Sec. 1.861-8(€)(3) (1979)
by specific reference. See Sec. 1.994—
1(c)(B)(iii) (citing and incorporating the cost
alocation rules of Sec. 1.861-8). Boeing
does not claim that its method of account-
ing for Company Sponsored R&D com-
plied with Sec. 1.861-8(¢)(3). Rather, it
argues that Sec. 1.861-8(€)(3) is so plainly
inconsistent with congressional intent and
with other provisions of the DISC regula-
tions that it cannot be validly applied to its
computation of CTI for DISC purposes.

Boeing argues, in essence, that the stat-
ute and certain specific regulations pro-
mulgated pursuant to 26 U.S.C. Sec. 994
give it an unqualified right to alocate its
Company Sponsored R&D expenses to the

specific products to which they are “fac-
tually related” and to exclude any allo-
cated R&D from being treated as a cost of
any other product. The relevant statutory
text does not support its argument.

As we have already mentioned, the
DISC statute gives the taxpayer a choice of
three methods of determining the transfer
price for an exported good. Boeing elected
to use only the second method described in
the following text:

“Inter-company pricing rules’
(@) In genera
“In the case of a sale of export prop-
erty to a DISC by a person described in
section 482, the taxable income of such
DISC and such person shall be based
upon a transfer price which would al-
low such DISC to derive taxable in-
come attributable to such sale (regardless
of the sales price actually charged) in an
amount which does not exceed the great-
est of —

(1) 4 percent of the qualified export
receipts on the sale of such property by
the DISC plus 10 percent of the ex-
port promotion expenses of such DISC
attributable to such receipts,

(2) 50 percent of the combined tax-
able income of such DISC and such per-
son which is attributable to the qualified
export receipts on such property de-
rived as the result of a sale by the DISC
plus 10 percent of the export promo-
tion expenses of such DISC attribut-
able to such receipts, or

(3) taxable income based upon the sdle
price actually charged (but subjec